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Overview  
 
Buy/sell agreements are meant to govern the orderly transition of the management and 
ownership of a business.  The usual events that trigger the agreement are death, disability 
and retirement.  Buy/sell agreements generally take one of two basic structures, cross 
purchase and entity.  In an entity agreement (stock redemption in the context of a 
corporation) the business has the obligation to buy.  In cross purchase the surviving or 
remaining owner buys the interest of the deceased, disabled or retiring owner.    
 
Many factors bear on the choice of the structure of a buy/sell agreement.  In choosing a 
structure most of the attention is on what will happen should an owner die.  That makes 
sense; the unexpected death of an owner can be catastrophic and will trigger the buy/sell 
agreement.  However, most of the time what will happen is that everyone will live to 
retirement.  Therefore, in selecting a buy/sell structure close attention must be paid to how 
the buy/sell agreement will function at retirement.  
 
Tied to retirement considerations is the question of how the remaining owners are going to 
generate the cash to pay off the retiring owner.  The cash flow demands will be substantial, 
so whatever they can do to ease those demands will help everyone.  The retiring owner is 
concerned, too.  After all, in many cases the retiree will need the cash from the sale of 
his/her interest to generate the cash to fund his or her retirement.  The business will have 
to generate the cash to pay off the retiree, so the business’s financial survival is as 
important to the retiree as it is to the remaining owners.    
  
Life Insurance Funds the Agreement  
 
Life insurance is frequently used to fund buy/sell agreements.  Its ability to deliver capital in 
a lump sum when and where needed is accepted by all.  Term insurance is relatively 
inexpensive.  Permanent life insurance requires more cash flow, but has the additional 
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value of being its own sinking fund.  In other words, the internal values of permanent life 
insurance can, in certain circumstances, be used to help buy out the retiring owner.  
Permanent life insurance lasts indefinitely, too.  It is there whenever the insured passes 
away, not just for a specified term of years, so it can help meet other needs.   
 
Let’s consider two hypothetical examples, neither of which is intended to represent any 
specific client or client situation, but which illustrate the two alternatives.  We will compare 
and contrast cross purchase and entity buy/sells at death and retirement, and see how 
permanent life insurance functions in each of those structures.      
  
The Facts  
 
Dave and Rick, 50/50 partners, founded a business and incorporated, choosing C 
Corporation status.  Like many closely held businesses, it was started on a shoestring, 
with little starting cash.  The two of them could scrape up only $15,000 each as start up 
money.  Finances were tight for awhile.  They even had their children come into the office 
as unpaid labor to help with the paperwork and cleaning.  Everyone worked hard; the 
business grew, became very successful, and eventually was worth $3,000,000.    
 
For purposes of our analysis we will assume they funded their buy/sell agreements with 
permanent life insurance.  For ease of comparison assume Dave and Rick are the same 
age, and that they started the business when they were 34.  The insurance on each of 
their lives was $1,500,000, universal life, Option 1/A, and the premiums were $15,000.  
Further assume that at the end of 20 years the death benefit was still $1,500,000 with a 
cash value of $500,000, that $300,000 of premiums had been paid, and that $75,000 of 
mortality costs (COIs) had been charged to each policy.  These values are meant to 
illustrate the concept; they do not represent any particular life insurance policy.  
 
Cross Purchase with a death  
 
Dave and Rick negotiated a cross purchase buy/sell agreement.  They cross insured each 
other, the typical approach, with Dave being owner and beneficiary of a policy on Rick’s 
life, and vice versa.  Rick passed away 20 years later, in a skydiving accident (he took up 
the hobby after the life insurance had been issued!) Dave had the $1,500,000 death 
benefit to buy his stock.   After the purchase Dave owned 100% of the outstanding stock, 
and his basis in it was $1,515,000, the $15,000 he paid for the original stock, plus the 
$1,500,000 he paid for Rick’s stock.  When Dave sells the business for $5,000,000 at his 
retirement, his gain will be $3,485,000 ($5,000,000 – 1,515,000 = $3,485,000).   At an 
assumed 15% long term capital gain tax rate, the $1,500,000 increase in cost basis will 
save Dave $225,000 in capital gains tax.  
 
The business is a C Corporation, so there was no change in the basis of a stockholder’s 
stock for reported profit or for withdrawals.  If this had been an S Corporation, an LLC 
taxed as a partnership, or a partnership, the owners’ tax bases of their stock or ownership 
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interests would have increased for reported profit and decreased for withdrawals and 
distributions.  A basis step up like the one from Dave’s purchase of Rick’s stock would still 
have occurred, resulting in a decrease in Dave’s taxable gain.   
 
We see in this fact pattern one of the major benefit to the cross purchase structure, the 
step up in basis when the remaining owner buys the interest of the departing or deceased 
owner.    
 
There is one issue left unresolved; Rick owned a policy on Dave’s life, and his estate now 
owns it.  What is to be done with it?  Rick may have bequeathed it to Dave.  That would 
make it subject to federal estate tax, although Rick’s estate may not be large enough to 
generate a tax balance due to the IRS.  Dave may well want it, in which case he will have 
to pay the estate $500,000 to get it.  Or, the estate might surrender it for cash, or sell it in 
the life settlement market,  
 
Entity/Stock Redemption with a death  
 
If Dave and Rick had chosen an entity buy/sell (stock redemption in the context of a 
corporation) the corporation would have bought Rick’s stock.  Dave would not have 
experienced the $1,500,000 step up in the cost basis of his stock.  He still would have 
owned 100% of the outstanding stock, but his cost basis would have remained at $15,000, 
because Rick’s stock would have been Treasury Stock, owned by the corporation.  Dave’s 
gain upon selling out for $5,000,000 would have been $4,985,000, which would have been 
$1,500,000 more than he experienced with the cross purchase structure.  That would have 
meant an additional $300,000 of tax on the sale.  The lack of step up to Dave’s cost basis 
would have been the extra cost of a stock redemption buy/sell agreement.      
  
At retirement  
 
Now we need to look at the far more likely event, Rick’s retirement.  Actually, after 20 
years Rick did retire. He wanted to start a different business.  He had a close call with 
skydiving so he took up something less dangerous, white water rafting.  He reasoned that 
it was still a thrill, but was safer because the only risk was being bounced out of the raft 
while going through the rapids.  Everyone wears huge life jackets and helmets, so you float 
really well if you end up in the river and your head is protected if it hits a rock.  The upshot 
was that he found a great river and set up a white water rafting guide service.   When Rick 
announced his retirement Dave decided that he wanted to carry on the business by 
himself.   
 
At a shareholder’s retirement or disability, both buy/sell structures would typically call for 
an installment buy out; for purposes of these examples, we will assume quarterly 
payments of principal and interest at 5% over a period of 10 years.  
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In either cross purchase or entity structure, the sale of Rick’s stock at his retirement was a 
taxable transaction, a long-term capital gain.   Therefore, the tax consequences to Rick are 
the same, no matter which structure was chosen. 
 
Cross Purchase 
 
When Rick retired there was no need to him to own the policy on Dave’s life and vice 
versa.  Therefore, Dave and Rick traded policies.  That was a taxable barter transaction 
under §61 of the Internal Revenue Code (IRC).  The effect of the swap was that Rick sold 
the policy that he owned to Dave for $500,000.  In accordance with Rev. Rule 2009-131 the 
transactions would be handle this way:    
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 
 
After the policies had been swapped Dave still had to buy Rick’s stock for $1,500,000.  
Given the payment terms of an installment payment of principal and interest, bearing 
interest at 5% and a term of 10 years, Dave has to pay Rick $47,882 every three months 
for the next 10 years.   
    

                                                        
1
 2009-21 I.R.B. 1029 (5/26/2009) 

 Rick’s Policy on Dave, 
sold to Dave 

Dave’s Policy on Rick,  
sold to Rick 

Selling price  $500,000  $500,000 

Premiums paid $300,000  $300,000  

Less Expired COIs -75,000  -75,000  

Adjusted Basis 225,000 -225,000 225,000 -225,000 

Gain  275,000  275,000 

Ordinary income 
element 

    

Cash value $500,000  $500,000  

Less premiums paid -300,000  -300,000  

Ordinary income 
element 

200,000 -200,000 200,000 -200,000 

Capital gains element  $   75,000  $   75,000 

     

Ordinary income 
element 

 $200,000  $200,000 

Capital gains element  $  75,000  $  75,000 
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There is some good news.  Even though the swaps were in fact sales of life insurance 
policies, transfers for value in tax terminology, they are exempt from the transfer for value2 
rules because of one of the exceptions to that rule, the policies were transferred to the 
insured.  §101(a)(2)(B) IRC.  The life insurance has now served two purposes.  First, it 
funded the buy/sell agreement for 20 years, providing protection should Rick’s thrill 
seeking have caused his untimely death, or should a misstep have cost Dave his life.  
Second, both Dave and Rick have $1,500,000 of permanent life insurance.  That’s life 
insurance that neither could get without being rated, Rick because the insurance company 
would consider his rafting service a high risk occupation and Dave because of the 
hypertension caused by worrying about Rick while Rick was skydiving. 

 
Stock Redemption 
 
Let’s look at how this would have worked out if it had been a stock redemption buy/sell 
agreement.  The corporation would have been owner and beneficiary of the policies.  At 
Rick’s retirement the policy on his life would have been transferred to him as part payment 
for his stock.  That would have reduced the balance due on the sale of his stock from 
$1,500,000 to $1,000,000, which would have dropped the quarterly payment to from 
$47,882 to $31,921, a more affordable cash flow requirement.  The taxable gain to Rick is 
no different; he is still selling his stock for $1,500,000, even though the actual form of some 
of the value has changed.  There was no need to trade policies, so that taxable gain goes 
away.  The life insurance on Dave is still owned by the corporation.  It could be transferred 
to Dave at a later date, perhaps as part of the liquidation of the corporation when he sells 
the business at his retirement.      

 
In other words, with the entity structure, at Rick’s retirement we got to use the life 
insurance in a second way, to help buy out the retiring owner.  Moreover, using the life 
insurance as part of the down payment significantly reduced the financial strain of meeting 
the remaining installment obligation.  Reducing that strain makes everyone happy – Dave, 
Rick, employees, lenders, suppliers, customers, everyone -- because it improves the 
company’s chances for long term survival.  

 
In accordance with §311(b), Internal Revenue Code, the corporation would have to 
recognize an ordinary gain of $275,000 in the transfer of the policy to Rick.   

 
Conclusion  

 
The cross purchase structure has the major advantage of the step up in basis, and works 
well if there’s a death.  However, the entity/stock redemption structure has advantages at 
retirement, which is the far more likely event.  

 

                                                        
2
 If a policy has been transferred for value, the general rule is that some of the death benefit will be subject to 

ordinary income tax, unless the transfer qualified for an exception; a policy transferred to the insured is one 
of those exceptions. 
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The information contained herein was not intended by the author to be used, and cannot 
be used, by anybody for the purpose of avoiding any penalties that may be imposed on 
you pursuant to the Internal Revenue Code.  The information contained herein was 
prepared to support the promotion, marketing and/or sale of life insurance contracts, 
annuity contracts and/or other products and services by Nationwide Life Insurance 
Company.  You should seek advice from your independent legal and tax advisors to 
determine how the information contained here may apply to you in your particular 
circumstances. 

Federal income tax laws are complex and subject to change. The information in this 
memorandum is based on current interpretations of the law and is not guaranteed. Neither 
Nationwide, nor its employees, its agents, brokers or registered representatives gives legal 
or tax advice. You should consult an attorney or competent tax professional for answers to 
specific tax questions as they apply to your situation. 
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